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Abstract

This study uses the Vector Error Correction Model to analyze secondary data from Bank
Indonesia and the Indonesian Central Statistics Agency from 2000 to 2020. This sort of
study falls under the category of quantitative research since its goal is to provide data in the
form of numbers that can be utilized as a tool for information analysis about the subject at
hand. This study looks at how non-performing loans (NPL), lending, bank size, currency
rates, and inflation all interact. The result of this research is Non-performing loans are
getting higher following the size of the bank, the level of credit, the increase in the rupiah
interest rate in Indonesia, and the increase in inflation. The higher inflation in Indonesia
will increase non-performing loans. Likewise, the larger the size of the bank also increases
the number of non-performing loans. The higher the credit disbursed, the higher the risk of
increasing non-performing loans. So based on the results of the investigation in this study,
a prudential policy must be applied in granting credit.
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Introduction

Banks are very important in the economies of various countries, because they are one of the most
important sensitive sectors, especially because the success of the current economic system is
related to the level of effectiveness and efficiency of banks in the country, and as a result, they
are crucial to the economy through savings mobilization and financial intermediation (Prabowo,
Sasongko, & Damayanti, 2022; Sulisnaningrum, 2021). Adequate and efficient distribution to
various investments, and its ability to finance comprehensive economic development
(Rusminingsih & Damayanti, 2022; Priyanto, Widarni, & Bawono, 2022). While the bank carries
out its basic activity by providing loans to its customers, which depends on the level of trust
shown by the customer through its financial position and personal and in-kind guarantees of
various types, and in connection with this process several risks result from it, which differ from
type to type (Purwantini, 2019). Perhaps the most important risk a bank faces is the risk of loan
default (Garcia & Puspaningtyas, 2021). The phenomenon of loan default is a phenomenon that
is almost not owned by banks. Consequently, professionals and experts who are accountable in
the financial industry have taken notice of this issue, and the spread of this phenomenon in the
banking system is caused by several reasons specifically related to banks, a number of economic,
social conditions, and politics, and clients (Irawan, Sasongko, Mukhlis, Yanto, & Wulandari,
2022).

Troubled loans are called by several names such as critical debt, troubled debt, frozen debt,
extraordinary debt, bad debt, stagnant debt, special debt, troubled debt, difficult debt, and
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doubtful debt, and we found the most commonly used name is Troubled loans (Rachman & Sok,
2022). Bank loans are divided into three types, namely regular loans, where the bank has no
problem recovering them. These loans are usually called good or regular loans. Bad loans are
loans that the bank has made every effort to claim, in addition to all possible legal procedures,
and cannot recover, but continues to follow up with debtors to recover them if funds appear
(Mutmainah & Sulisnaningrum, 2019). Troubled loans are loans that stand in the middle between
ordinary bank loans and bad loans, and the many names that indicate problem loans are reflected
from one author to another, because it was found that there are differences between these
definitions, according to the point of view seen by each author (Harnani, 2021; Martasundjaya &
Harnani, 2021). From an institutional point of view, financial failure can be defined as
encountering an unforeseen emergency that results in its inability to generate sufficient economic
returns or surplus activity to pay its obligations in the short term (Widarni, Drean, & Bawono,
2022).

Non-performing credit is defined as credit where the borrower is unable to repay it at maturity,
either because of the unwillingness to do so or because the borrower is unable to fulfill its
obligations due to an event that is not taken into account due to circumstances or problems or
imbalances around it (Bhattarai, 2020). A non-performing loan is defined as a loan that no longer
generates interest income for the bank, or a loan that the bank is forced to schedule according to
the borrower's current condition (Hasan, 2019). This issue has been brought to the attention of
experts, authorities, and professionals in the banking industry since banks nearly always have
cases of default on loans provided to people and institutions, as this problem arises at the end of
the establishment of both banks and customers, as well as several other economic variables
through (Green, 2019). Bank lending is carried out in accordance with foundations and credit
policies that aim to achieve stability by achieving an orderly and stable composition of the loan
portfolio. This is because of how lending and risk traits, economic activity, and reducing the
intensity of credit risk in the future, but it is realistic that no bank can do this because experience
shows that lending and risk are synonymous in banking activity and cannot be separated from the
nature of the collateral. which is obtained (Baer, Campiglio, & Deyris, 2021).

The word "loan" comes from the verb "to borrow" and its meaning linguistically is what is given
to other money on condition that it is returned after a known period of time. Loans can also be
defined as the exchange of deferred value for immediate value. Loans are an act of trust between
people, as manifested in actions where a person who becomes a creditor gives money to another
person who becomes a debtor or promises to give it to them, or agrees to guarantee it in advance
(Johnson & Krijtenburg, 2018). Loans can also be defined as a contract between two parties, the
first party is considered a lender and gives money, and the second party is considered as a
borrower and receives money and returns it with interest at the specified time, and therefore the
loan prepares money. An agreed financial refund, offering a guarantee that enables the bank to
recover the funds in the event that the consumer stops making payments (Nugraheni & Aziza,
2020). A bank loan can be defined as a trust given by a bank to its customers, because it provides
a certain amount of money to be used for a certain purpose during a certain period, in return for
the bank. get the agreed material return, with a guarantee that the bank will be able to work if the
work goes ahead (Baicu, Gardan, Gardan, & Epuran, 2020).

Bank lending is the process of providing individuals and institutions in society with the
necessary funds, provided that the debtor promises to repay these funds with interest,
commissions, and their fees in one payment or with his own money if the customer stops paying
without any loss (Atikah, 2021). The process of granting credit from a bank is actually the same
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as the trust given to its customers. Although trust is considered an important pillar of the lending
process, it does not guarantee the protection of the bank from the risks that may be encountered
when providing these loans (Sharma & Sharma, 2019). The bank's right to borrowers is in
jeopardy, and loans that reach this situation are called by a series of names, the most important of
which are critical debt, problem debt, frozen debt, uncollectible debt, bad debt, bad debt, the
names commonly used are Non Performing Loan (Barney & Souksakoun, 2021).

The abundance of nomenclature indicating the concept of troubled bank loans is reflected in the
definition of this term between one author and another, because there are differences in these
definitions, according to the point of view of each author (Seiferling, 2020). Financial failure is
considered from an institution's point of view as facing an unforeseen emergency that results in
its inability to generate sufficient economic returns or surplus activity to pay its obligations in the
short term (Obrenovic, Du, Godinic, Tsoy, Khan, & Jakhongirov, 2020). The definition of bad
credit comes as debt that a bank considers, after examining the customer's financial position and
debt guarantees, that is so dangerous that it is impossible to collect it within a reasonable
timeframe (Al Zaidanin & Al Zaidanin, 2021). Non-performing loans are defined as loans that no
longer generate interest income for the bank, or loans that are forced to be scheduled by the bank
according to the current conditions of the borrower (Owonye & Obonofiemro, 2022). The
subject of default has been associated with the percentage of bank inability to collect loans
because it is defined as a bank loan for which the probability of non-recovery exceeds 51%
(Bawa, Goyal, Mitra, & Basu, 2019).

Research Methods

This study uses the Vector Error Correction Model to analyze secondary data from Bank
Indonesia and the Indonesian Central Statistics Agency from 2000 to 2020. This sort of study
falls under the category of quantitative research since its goal is to provide data in the form of
numbers that can be utilized as a tool for information analysis about the subject at hand. This
study looks at how non-performing loans (NPL), lending, bank size, currency rates, and inflation
all interact. We employ the subsequent model :

AR =Bp+ A(N) + A(B) + ¢

Where R is the vector of the mass variable as the dependent variable and N is the variable in
vector n, B is a constant based on time t. N is NPL,, Cr, Bz, Ex,Ifi. B is B;, B2 B3 Ba Bst is the
time series over time and e is the error term. A is the change over the variable in the vector.

Results and Discussion

In autoregression, stationary data is needed so that the stationarity test is carried out with the unit
root test with the results presented in table 1. Whereas all variables to be estimated in the unit
root test at the first difference level has a probability below 5%, so it is said to be stationary.

Table 1. Stationarity Test
Level First Diff.

Prob. |Description Prob. |Description

NPL|0.3127 |No 0.0000|Yes

Cr |0.2411|No 0.0000 |Yes
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Bz 10.0000|Yes 0.0000\|Yes
Ex 10.1127 No 0.0000|Yes
If 1]0.0010(Yes 0.0000(Yes

The next test involves comparing the least value of the AIC, which is shown in table 2, to the
optimal lag. According to the test findings, the best lag is at lag 4, with the lowest AIC value.

Table 2. Optimal Lag Test

Lag LR FRE AIC

0 NA 12219721 36.11211
1 49.44421 (11311311 31.3211
2 27.11351 |17112314 29.1121
3 39.23122 12222231 28.3311
4 33.11271 |79113311 27.5432*

Note: The lowest AIC value is shown by an asterisk and bold type.

The next test is the co-integration test which is presented in table 3. Based on the test results
there is co-integration between variables so that it can be concluded that the VECM model can

be used in vector testing and estimation in investigating variables.

Table 3. Cointegration Test

Eigenvalue T- Stat. Prob.
Crit. Value
None* 0.778812 |111.2232 71.2377 ]0.0000
Atmost 1* |0.491131 |79.1132 51.1122 |0.0000
At most 2* |0.471127 |49.7726 37.2232 |0.0000
At most 3* 0.401125 |17.3211 13.2211 |0.0000

Information: 5% probability
The VECM test is presented in table 4. From the test results, of Non Performing Loans (NPL),
credit, bank size, exchange rates, and inflation have a significant positive influence relationship.
So that each variable influences each other.

Table 4. VECM Estimation Results

Variable Coefficient T-statistics
NPL 0,19307 -2,05044
Cr 0,00017 0,99419

Bz 0,32772 -4,99535
Ex 0,00013 -0,76731

If 0,07707 -4,31502
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[ C [ 0,03106 [ -1,38357 |

Non-performing loans are getting higher following the size of the bank, the level of credit, the
increase in the rupiah interest rate in Indonesia, and the increase in inflation. The higher inflation
in Indonesia will increase non-performing loans. Likewise, the larger the size of the bank also
increases the number of non-performing loans. The higher the credit disbursed, the higher the
risk of increasing non-performing loans. So based on the results of the investigation in this study,
a prudential policy must be applied in granting credit.

Conclusions

Non-performing loans are getting higher following the size of the bank, the level of credit, the
increase in the rupiah interest rate in Indonesia, and the increase in inflation. The higher inflation
in Indonesia will increase non-performing loans. Likewise, the larger the size of the bank also
increases the number of non-performing loans. The higher the credit disbursed, the higher the
risk of increasing non-performing loans. So based on the results of the investigation in this study,
a prudential policy must be applied in granting credit.
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